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SCOPE OF INDUSTRIAL ACCOUNTING 


PHILIP H. HENSEL 


WELL-ROUNDED system 
of industrial accounts fur- 


nishes the best barometer of busi- 
ness and should embrace records 
which may be generally classified 
under three main divisions, viz: 


(1) General 


(2) 


books of account 
from which condensed finan- 
cial statements may be pre- 
pared periodically, showing 
the financial condition and 
operating results. The bal- 
ance-sheet, which sets forth 
the status of the company’s 
financial condition at stated 
dates, and the profit-and-loss 
statement, which accounts for 
the changes in financial condi- 
tion between two balance- 
sheet dates, are the standard 
financial statements which do 
not require extended com- 
ment at this time. 

Cost accounts under the con- 
trol of the general books, 
together with relative produc- 
tion records. The cost ac- 
counts should be designed to 
make available comparisons 
(such as by units of product), 
in such detail as may be neces- 
sary to disclose the causes for 
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variations upward or down- 
ward. Standard costs in com- 
parison with actual costs fre- 
quently give more significant 
information than a mere 
examination of actual costs 
which may have been incurred 
under abnormal conditions. 

Subsidiary books and records 
co-ordinated with the general 
books and under their control, 
from which statements con- 
taining analytical and com- 
parative information in sup- 
port of the major statements 
may be prepared. The ana- 
lytical statements should be 
designed to show such inform- 
ation as may be required to 
set forth in detail the essential 
and significant facts of the 
business operations. For ex- 
ample, a compartive analysis 
of sales classified according to 
lines of product by territories, 
or by salesmen, reflects the 
trend of the business as af- 
fected by local or national 
conditions, seasons, variations 
in energy or efficiency of the 
sales force, etcetera. A simi- 
lar analysis of selling expenses 














in conjunction with the sales 
analysis indicates whether or 
not variations in such ex- 
penses follow the variations 
in business done and permit 
the necessary investigations 
in case the results appear to 
be doubtful or illogical. Sta- 
tistics of production should 
also be developed upon similar 
lines. 

In every branch of industrial 
accounting co-ordination should be 
the watchword. This is particu- 
larly true of cost accounting. Mere 
statistics, which are not reconcil- 
able with nor controlled by the 
financial books, are unreliable and 
frequently lead to erroneous con- 
clusions which inevitably result in 
disappointment or disaster. The 
value of a cost accounting system 
may be measured directly in terms 
of the quality of information fur- 
nished, the clarity with which it is 
presented and the speed with which 
it is made available. The study of 
ancient history may be of some 
interest to posterity, but in rela- 
tion to present results of business 
operations it is of little value to 
an inquiring executive. 


Co-operation in Business Based on 
Confidence 

With reference to the subject: of 

this paper, a successful manufac- 

turer was asked the question, 

“What does industrial accounting 

mean to you, a manufacturing 
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executive?” His immediate reply 
was, “A well-rounded system of 
industrial accounts forms the 
foundation of that confidence in 
the soundness of the business 
which is essential to the success of 
any enterprise. That confidence 
must be shared by the general 
manager and his directors; by the 
factory manager, the sales man- 
ager, and the banker.” 

In order that a general manager 
may be assured that his confidence 
is not misplaced, he must satisfy 
himself as to the ability and integ- 
rity of his accounting personnel, 
entrusted with the development of 
accounts and the compilation of 
statements submitted to him for 
guidance. He must satisfy himself, 
either by personal insight or by 
assurance from authoritative quar- 
ters, that the methods of account- 
ing followed are sound in principle 
and efficient in operation, and, 
having in mind the thought that 
costs submitted to him will deter- 
mine to a large extent his selling 
policy for the ensuing fiscal period, 
he must know the basis upon which 
the costs have been computed. 

To be specific with regard to 
data submitted relating to costs 
and cost estimates, the executive 
should know the basis upon which 
materials included therein have 
been charged, that is, whether at 
cost or at market, and whether 
materials consumed show on that 
basis a profit or a loss. In times 
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of unsettled labor conditions, he 
must know whether labor charges 
included in the cost computation 
represent current rates of pay or 
rates anticipated as payable at the 
date when the product is to be 
manufactured. In respect to over- 
head expenses included in cost, he 
must understand whether such 
overhead represents a normal 
charge arrived at on the basis of 
normal production in a period of 
normal business, or whether the 
amount so charged represents an 
abnormal overhead under abnor- 
mal conditions. 

Once having assured himself 
that his accounting methods and 
the resulting financial statements 
are fundamentally sound, a gen- 
eral manager is enabled to deal 
confidently with other members of 
his organization on the basis of 
the results reported. The produc- 
tion manager, if called to account 
for an apparent shrinkage in pro- 
duction and consequent increase in 
production costs, cannot then fall 
back upon the time-worn excuse 
that he believes the figures are not 
correct, because from past experi- 
ence he must share the general 
manager’s confidence in the accur- 
acy of the production and cost 
reports and must undertake whole- 
heartedly to improve the operating 
efficiency of the factory. 

A sales manager knows that the 
product of the factory must be 
sold at a fair margin of profit if 
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a business is to succeed in the long 
run. But sales managers, too often, 
are prone to believe that factory 
costs reported to them have been 
inflated for the purpose of forcing 
up selling prices, so they claim 
they cannot meet competition, 
based on rival manufacturers’ al- 
leged costs which may be wholly 
inaccurate. Therefore, confidence 
of the general manager in his 
accounts begets confidence on the 
part of his salesmen, who, in 
adopting a new viewpoint, go out 
to sell on the basis of quality 
rather than on that of price alone. 

Another phase of this subject is 
presented in the case of proprietor- 
managers, who own or control 
substantially all of a corporation’s 
stock, as distinct from those execu- 
tives whose individual financial 
interests lie chiefly in their sal- 
aries, plus, possibly, a percentage 
of profits. In the former instance 
a proprietor-manager may be sat- 
isfied with general information 
supplemented by his own intimate 
knowledge of the business acquired 
through years of close contact. In 
the second instance, however, 
much greater detail in statements 
and reports may be required for 
submission to directors and stock- 
holders to whom the executives are 
ultimately responsible. 

In his relations with banks, the 
treasurer of a corporation usually 
lays before the banker an annual 
statement of financial condition 
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and profit and loss. If he also pre- 
sents monthly statements of oper- 
ations, the banker is immediately 
inspired with confidence in the 
conduct of that business, for he 
sees that its executives know cur- 
rently the trend of the business 
and have information upon which 
to act promptly in the conduct of 
its affairs. The banker sees that 
in the case of such a borrower the 
antiquated system of determining 
profits and financial condition an- 
nually or semi-annually through a 
physical inventory, with the con- 
sequent possibility of continued 
losses remaining undetected for 
many months, has given way to 
progressive and efficient methods 
of currently accounting for profits 
or losses so that little is left to 
chance or guesswork. 

While a business executive may 
be expected to know the details of 
his own particular line better than 
any outsider, nevertheless a banker 
is in position to ascertain in a 
broad way the general trend of the 
market for basic materials and 
commodities. The banker knows 
that in periods of depression 
enormous inventory losses have to 
be taken if merchandise is to be 
marked down to “market”, and he 
well knows the significance of the 
familiar phrase “cost or market, 
whichever is lower”, as applied to 
inventory valuations. When, under 
such conditions, he sees that a bor- 
rower’s balance-sheet clearly 





shows that such losses have been 
taken courageously, his confidence 
in the sound business judgment of 
the borrower remains unshaken. 
But if he finds that a borrower’s 
inventory has been valued at cost 
in the face of a falling market, a 
doubt at once arises in his mind 
regarding the wisdom of the 
manager. 

Consideration must also be 
given to the banking-house execu- 
tive who is charged with the re- 
sponsibility of recommending to 
his customers the securities of the 
enterprise which he finances. 
Such an executive cannot usually 
examine minutely the accounting 
methods and the details support- 
ing the financial statements pre- 
sented to him, but he does scrutin- 
ize the periodical or monthly 
statements of operations which are 
placed upon his desk and his deci- 
sions result from the confidence, 
or lack of it, which he may feel 
with respect to the officers of such 
companies and their organizations. 

In the structure of mutual con- 
fidence upon which sound business 
relations are built, it may not be 
out of place to refer to the increas- 
ing need for public accountants as 
advisors of their clients. The pro- 
gressive executive requires not 
only audits and certification of 
annual statements, but he also 
welcomes unbiased investigation of 
his accounting methods and sys- 
tems. Expressed in other words, 
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such an executive has his methods 
as well as his accounts audited, 
and while he may not have oppor- 
tunity for close personal contact 
with the details of his accounting 
system, he comes to rely with con- 
fidence upon his accounting ad- 
visor in order that efficiency and 
economy, and the application of 
correct principles, may continue to 
characterize the work of his ac- 
counting organization. 


Co-ordination of Cost Accounting 
With Control of Inventories 
and Production 


The significance of industrial 
accounting is perhaps well reflect- 
ed in recent comments by the head 
of a prominent manufacturing 
concern. He stressed particularly 
the value of cost accounting when 
accompanied by adequate physical 
control of raw materials, work in 
process and finished product; and 
it must be admitted that cost- 
accounting systems, otherwise 
carefully planned, have proved de- 
ficient because they failed to pro- 
vide control over physical stocks 
through the medium of adequate 
storerooms, store records and pro- 
duction records. 

A perpetual inventory will show 
the past and present consumption 
of material, will allow for a revi- 
sion of the quantities of material 
carried in meeting fluctuating 
market and production conditions, 
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and will indicate the items that are 
slow moving, over-stocked or non- 
standard. 

A statement sometimes made, 
that “detailed costs cannot be ob- 
tained, the operations are too com- 
plicated and the shop would be 
swamped with clerical work,” is 
always a challenge to the man who 
knows he must have accurate 
costs; and he usually can obtain 
what he needs as the result of 
simplified and more efficient fac- 
tory operation. For example, in 
planning a cost system where costs 
distinguishing separate operations 
had to be ascertained for articles 
involving continuous flow through 
successive departments, it was 
alleged to be impracticable to 
determine such costs owing to the 
involved routing of the articles 
produced. It was amply demon- 
strated in such instances, however, 
that an analysis of the manufactur- 
ing operations showed useless and 
inefficient movements of stock, so 
that through re-routing of orders, 
or rearrangement of departments, 
the movements of stock were sim- 
plified, while efficiency in manu- 
facturing operations was attained, 
quite incidental to the develop- 
ment of an intelligent cost-account- 
ing system. 

Another significant fact has de- 
veloped in the experience of 
manufacturers, viz., the dominance 
of the sales manager in certain 
organizations. He often feels that 
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he alone knows what can be sold 
to the company’s greatest advan- 
tage and bases his opinion upon 
demands by the trade, even though 
his policy involves the manufac- 
ture and sale of an excessive 
variety of goods. He fails to re- 
member that quantity production 
in a few lines spells profits, while 
production widely diversified in 
many lines may result in small 
profits or even losses. In the face 
of a predominant sales manager, 
the wise general manager must 
rely upon his cost accounts, which 
should unerringly show the lines 
that should be pushed in the inter- 
est of profitable business; but the 
general manager who lacks the 
fundamental support of adequate 
and complete accounts is often 
unable to maintain a _ position 
which he intuitively knows is best 
for the company’s welfare and 
may have to acquiesce in unsound 
manufacturing and selling policies. 


Fundamental Knowledge of Cost 
Factors Essential to Inter- 
pretation of Results 


It is not within the scope of this 
article to discuss in detail the rela- 
tive merits of various methods of 
cost finding and of overhead dis- 
tribution but it seems pertinent to 
draw attention to the fact that, in 
reviewing cost statements laid be- 
fore him, an executive requires a 
fundamental understanding of the 
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factors of cost and especially of 
the nature of the charges desig- 
nated as overhead expenses. 

Reference to the history of the 
development of industrial account- 
ing reveals the primitive methods 
of cost finding which have been 
used up to comparatively recent 
days, and in too many instances 
may still be found in use. Too fre- 
quently the time-worn formula 
“material, labor and overhead” has 
been contracted until it becomes 
merely “material and labor”, while 
overhead is not recognized as a 
cost factor or is roughly included 
in the “margin” added for profit 
in fixing the selling price. 

The modern development of cost 
finding has been along the lines of 
cost analysis, the allocation direct- 
ly to the operation or the produc- 
tion unit of all possible charges 
and the further analysis of over- 
head expenses for the purpose of 
applying such charges to the cost 
of operations or production units 
in such a way that they may be 
borne by the product to which 
they really apply—as opposed to 
the rule-of-thumb methods of over- 
head distribution by the addition 
of approximate percentages of 
labor or material charges. A cur- 
sory review of current publications 
dealing with cost finding, empha- 
sizes the importance, now recog- 
nized by cost accountants and engi- 
neers, of exact knowledge of the 
elements of cost and especially of 

















the charges included in overhead 
and their proper allocation to the 
cost of the product. In contrast 
with this recognition of the need 
for exact knowledge of the factors 
upon which true costs are built is 
the practice, still followed by some 
accountants and executives, of 
tabulating figures of alleged cost 
which ought not be accepted at 
their face value if sound conclu- 
sions are to be drawn therefrom in 
determining questions of adminis- 
trative policy. 

In numerous instances, depre- 
ciation of plant and equipment has 
been entirely disregarded as an 
element of cost but has been dealt 
with annually as a charge to profit- 
and-loss, after the operating re- 
sults for the year, exclusive of such 
charges have been ascertained. 
The depreciation charge has thus 
been determined, not on the basis 
of what constitutes a fair allow- 
ance for wear and tear not made 
good by maintenance charges, but 
rather in the light of what the 
earnings statement can bear and 
still show a balance to the credit 
of profit-and-loss. This procedure 
usually results in excessive charges 
during profitable years, while little 
or nothing is charged for depre- 
ciation in lean years; although it 
is a fact that nearly all deprecia- 
tion of fixed assets continues to 
accrue regardless of the results of 
business operations. There would, 
therefore, seem to be an oppor- 
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tunity to bring home to some 
executives the thought that costs 
should be true costs, uncoloured by 
the desires of individual persons 
to make them reflect conditions 
which are contrary to the facts. 
Depreciation is not an imaginary 
charge against operations merely 
because it is commonly expressed 
by bookkeeping entries which do 
not for the moment express imme- 
diate and actual outlay in cash. 
On the other hand if provision is 
not made for the recovery (through 
the medium of depreciation 
charges to cost of operations over 
a period of years) of the amount 
invested in plant and equipment, 
the ultimate result will be disas- 
trous. 

Many cost systems provide for 
the inclusion in cost of interest on 
investment as an item of overhead 
expense. By interest on invest- 
ment is meant a charge, at an 
arbitrary rate, computed on the 
amount of capital locked up in 
plant or inventories. Such a 
charge, when placed upon the 
books, represents a fictitious or 
imaginary transaction, as a charge 
against cost or production and as 
a credit to profit-and-loss. At no 
time does interest on investment 
represent an actual outlay, but it 
has been argued that it does 
measure the expected or normal 
return on the capital invested be- 
fore ascertaining the profit from 
manufacturing or trading. In 
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other words, costs computed on 
such a basis are inflated to the ex- 
tent that they include charges 
representing unrealized profits. 


The foregoing comments indi- 
cate how cost figures, according to 
the methods followed, may under- 
state or overstate actual costs 
which are the only safe guide to 
the executive in interpreting his 
operating results and in planning 
future policies. It is apparent, 
therefore, that the executive in 
considering statements of operat- 
ing results and statements of costs 
should not only have entire confi- 
dence in the figures submitted to 
him but also should have a knowl- 
edge of the fundamental methods 
followed in their compilation. 


Cost Accounting Necessary to 
Business Success 


Successful executives have long 
realized that cost keeping, or cost 
finding, is essential to business 
success and that it is not a theory, 
advanced by professional account- 
ants for their own particular 
aggrandizement, although to the 


untrained man cost accounting has - 


long been shrouded in deepest 


mystery. 

Not only does accurate cost 
accounting give to the manufac- 
turer complete information for 
establishing selling prices, but it 
also assists him in meeting new 
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industrial conditions as they arise 
from time to time. 

The real functon of a cost sys- 
tem is not merely to record the cost 
of operation, but to assemble data 
which can be used with a clear and 
correct understanding to reduce 
costs. Only then does it perform 
its full duty and become a most 
valuable agent for the promotion of 
factory efficiency. A logical con- 
clusion, therefore, is that every in- 
dustrial plant needs a reliable cost 
system to present regularly in an 
orderly manner the vital facts re- 
lating to the business and to tell 
the story, week by week, of the 
actual current business conditions, 
including exact costs of operations 
by divisions and departments of 
the business. 


In order to devise an adequate 
and effective cost system, the cost 
accountant at the outset must 
study the evolution of the product 
or products manufactured; he 
must become intimately acquainted 
with the manufacturing processes, 
the flow of materials through the 
works, the physical layout of the 
plant, and the practical problems to 
be solved in the course of produc- 
tion, as well as in arriving at the 
cost of the product. In every new 
undertaking he must act as a 
scientist engaged in research work, 
in the quest for exact knowledge 
upon which to found his cost ac- 
counting structure; and frequently 
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he must explore the mysteries of 
the chemistry of manufacturing 
processes. The cost accountant 
who fully grasps his opportunities 
in this manner acquired a clearer 
vision and broader intellectual out- 
look in meeting the problems in 
industrial accounting. 

Leading executives in many lines 
of business have recognized the 
value of uniform methods of ac- 
counting as a means of bringing 
together for intelligent discussion 
manufacturers who have common 
problems and common interest. 
Statistics show that in more than 
one hundred commodity lines uni- 
formity in accounting methods 
already has been established or 
attempted. The progress varies 
from the initial steps, involving the 
preliminary work of investigation, 
to the adoption and installation of 
completed cost systems on stand- 
ard lines. The use of uniform 
cost-accounting methods will go far 
toward the elimination of unintelli- 
gent competition resulting from 
incomplete or unreliable costs. 

Moreover, certain trades have 
established bureaus for the tabu- 
lation and distribution of trade 
statistics relating to business con- 
ditions of especial value to the 
respective trades. When the execu- 
tive studies the trend of business 
as evidenced by his own compara- 
tive statements and sees, perhaps, 
that his own business is falling off, 
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he is also able to view his results 
in comparison with those of the 
trade as a whole. If he finds that 
his own business has been main- 
tained as to volume at a relatively 
higher ratio to normal than general 
business has been maintained in his 
line, he may have reasonable 
grounds for satisfaction in believ- 
ing that he has continued to secure 
at least his share of the available 
orders, provided, of course, that he 
has not sacrificed profits in obtain- 
ing the business; but, if he finds 
that he has not maintained his 
relative proportion of business 
done, he has a compelling reason 
for searching inquiry in order to 
ascertain the cause of such a con- 
dition. 


Budgetary Control of Business 
Operations 


A budget system has been de- 
fined as an accounting and statis- 
tical organization whose function 
is (1) to gather information from 
the past; (2) to formulate on that 
basis plans for the future; (3) to 
report subsequently how these 
plans have been executed. 


Budgetary control of business 
operations is of comparatively re- 
cent development but in many or- 
ganizations is a fact. A budget for 
a given period embraces careful 
estimates of the volume of business 
expected; of the expenditures nec- 
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essary in the manufacturing or 
purchasing and in marketing the 
goods; and finally of the cash re- 
quirements necessary to finance 
the production and sale of the 
goods. In preparing such a budget, 
the estimates must be made in de- 
tail by departments; and the de- 
partment heads must be held ac- 
countable for any variations. The 
far-sighted executive, in carrying 
out his business campaign accord- 
ing to the budget, should have at 
his command all necessary inform- 
ation in relation to the past, 
through the medium of the ac- 
counts upon which he relies with- 
out question. 

The business highway is strewn 
with business wrecks which came 
to grief through plunging into the 
unexplored regions of new business 
ventures without the guiding and 
restraining influence of a budget. 

The day of the sellers’ market 
and of easy profits is gone, perhaps 
never to return in our generation, 
and the budget has become the 
guide of the executive. The cost 
accountant’s help in budget-build- 
ing is indispensable. There is per- 
haps no greater service the cost 
accountant can perform at this 
time for the general manager than 
to help him formulate a budget 
which will yield a reasonable profit 
on a normal year’s business and 
will set a standard that if not 
maintained will mean less than a 





fair return on investment and if 
much exceeded will involve finan- 
cial risks incommensurate with 
the possible additional return. This 
budget should be framed in such a 
way as to provide for balanced pro- 
duction and continuity of opera- 
tion. In other words, it should 
allow for full utilization of produc- 
tion facilities; and to that end cost 
accountants should check and con- 
demn any tendency to manufacture 
anything and everything for which 
there is a possible demand and 
should bring to bear cost figures 
that will disclose the expensiveness 
and wastefulness of such a prac- 
tice. 


It is perhaps unnecessary to em- 
phasize the importance of organ- 
izing the work of budget prepara- 
tion within the accounting depart- 
ment so that those department 
heads who are to be held account- 
able under the budget plan for pro- 
duction, sales, expenses and costs 
may have no control over the re- 
porting of the results of the oper- 
ations. Such department heads, of 
course, should be freely supplied 
with all detailed information re- 
garding the operations and ex- 
penses of their departments that 
may be required in reviewing their 
achievements or failures when 
measured by the budget standards, 
but under no conditions should the 
man whose output is under test be 
permitted to select the gauge by 























which his performance is to be 
measured. 


The Executive and the Accountant 
—The Personal Relation 


In his relations with his account- 
ing department, the busy executive 
may find that the accountants in 
his organization do not always rise 
to the full height of their oppor- 
tunities. The executive, of course, 
may not be a trained accountant 
but his mind is trained to grasp 
quickly the essentials of any prob- 
lem and to determine its solution 
when presented to him. Sometimes 
he has to analyze a statement 
which contains all the facts but 
may not be helpful because it lacks 
significant arrangement or display. 
It is then that he wonders, quite 
naturally, if his accountants ever 
pause to ask themselves a few per- 
tinent questions such as the follow- 
ing (recently propounded by a 
thoughtful student of this sub- 
ject): “Do accountants realize 
that executives are busy men with 
no time, patience nor inclination to 
wade through a mass of detail?” 
“Do accountants therefore make 
their cost reports simple and con- 
cise, featuring the essential facts?” 
“Do they try to interpret the finan- 
cial statements they prepare, or do 
they leave the executive to draw 
his own conclusions as best he 
can?” “Do they use graphic charts 
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and comparisons of percentages, 
wherever possible, and do they sub- 
mit comparisons with past, or stan- 
dard performance?” Until ac- 
countants can answer such ques- 
tions in the affirmative, they have 
yet far to go in order adequately 
to fulfill their obvious duties in 
their respective organizations. 
While it is true that accountants, 
both in public practice and private 
employ, can not be infallible, there 
is much to be said on behalf of the 
hard-pressed executive who fails to 
find always the desired degree of 
initiative, vision and energy in the 
personnel of his accounting depart- 
ment. But on the other hand, 
where can be found a higher de- 
gree of conscientious service in any 
department of his organization? 
With the right kind of leadership 
on the part of the executive—in- 
spiration through personal encour- 
agement of good work, suitable 
reward for conscientious and in- 
telligent effort—accountants as a 
class will not fail to meet any 
emergency that may arise and call 
for unflinching loyalty and hard 
work. And here it may not be out 
of place to recall that it is a com- 
mon occurrence in the business 
world for the accountant to rise 
rapidly beyond his immediate sur- 
roundings and through sheer force 
of character and ability to become 
the executive head of even a great 
organization. 
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The Solution of Daily Problems In 
Industrial Accounting 

Taxation has affected the pocket 
nerve in an unmistakable fashion, 
and sound and efficient accounting 
methods admittedly contribute to- 
ward the attainment of business 
success, yet their influence may not 
be of the headline variety and 
their importance may often be 
minimized by an executive. In 
practically every business organi- 
zation may be found an accountant 
more or less qualified to solve daily 
problems without outside help, but, 
in the writer’s experience, such 
accountants are somewhat reluct- 


ant to call for assistance upon 
questions relating to the accounts 
of a business about which they be- 
lieve they know more than any 
outsider knows. Nevertheless, they 
often lose sight of the fact that 
questions of principle frequently 
arise involving in their solution 
the application of sound account- 
ing theory and practice, so that 
professional accounts, qualified by 
years of study and practical ex- 
perience along broad general lines, 
could undoubtedly render valuable 
assistance without detracting from 
the prestige of the corporation 
accountant. 
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ARTHUR G. DORLAND 


BRAZIL AND A “GERMAN MENACE” IN SOUTH AMERICA 


HILE Eastern and Central 
Europe have been the centre 
of attention during the past few 
months, the shadow of the Fascist 
Bloc has extended to the Western 
Hemisphere and particularly to 
Brazil where some have professed 
to see, if not a German menace, a 
possible Fascist menace. This 
point of view and the basis of this 
apprehension are, we suggest, un- 
founded, but nevertheless worth 
examination. In this article we 
propose to survey briefly the de- 
velopment and history of Brazil, 
in the light of which we shall try 
to interpret the recent political 
upheavals under President Getulio 
Vargas who has attracted so much 
attention. Before commenting on 
present political trends in Brazil, 
some general observations might 
first be made regarding this vast 
republic in relation to the rest of 
South America which is terra 
incognita so far as most people on 
the North American continent are 
concerned. 
South America has a population 
of about eighty-two millions of 





people which includes racial con- 
tributions from every part of the 
world. This population is found 
over a total area of a little more 
than seven million square miles, or 
roughly twice the area of Canada. 
As in the case of Canada, the dis- 
tribution of population is extreme- 
ly unequal throughout South 
America, since about three-quar- 
ters of the population lives in 
about one-quarter of the total area. 
This inequality of distribution is 
particularly illustrated by Brazil 
which not only contains more than 
half of the entire population of 
South America (i.e. about forty- 
three millions of people), but 
throughout this vast republic the 
density of population varies from 
under one to the square mile in 
certain parts of the Amazon basin, 
to 3,340 to the square mile in the 
areas within the federal district of 
Rio de Janeiro. 

The extremely varied character 
of the population of Brazil is an- 
other significant feature of the 
country, though about 51‘ of its 
population may be classified as 
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white, including a large number 
of German and Italian immigrants 
to which special reference will be 
made later. The remaining ele- 
ments of the population of Brazil 
may be classified as follows: 22% 
as mulatto (or a cross between 
white and black); 14% as black; 
11% as mestizo (or a cross be- 
tween white and Indian); 2% as 
pure Indian. Brazil therefore has 
the smallest proportion of pure 
native Indian population of any of 
the South American republics; but 
on the other hand it has the largest 
proportion of negroes. 

The reason for this large pro- 
portion of negroes in Brazil is to 
be found in the early history of 
the country. Very early in the 
colonial development of the Span- 
ish and Portuguese colonies in 
America, it was found that the 
native Indians were not suitable 
for the hard work of the mines and 
plantations which as a result were 
supplied largely by negro slaves. 
In the course of about four cen- 
turies Brazil received about 12 mil- 
lion slaves from Africa; and since 
Brazil was the last of the South 
American republics to abolish 
slavery in 1888, the number of 
negroes has always remained rela- 
tively large. But despite the fact 
that slavery persisted for so long 
in Brazil, it was paternalistic in 
character and actually not as harsh 
as elsewhere. As a matter of fact, 
contrary to popular belief, the 
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system of slavery in Portuguese 
and Spanish America was much 
milder than obtained either in the 
British or French colonies; while 
slaves could secure their freedom 
on such comparatively easy terms 
that at all times there were more 
free negroes than slaves in South 
America. After the abolition of 
slavery, the assimilation of the 
negro population of Brazil pre- 
sented no serious problem; since 
in the Brazilian social system 
there are no artificial obstacles to 
hinder it. Again the explanation 
for this situation lies in the early 
history of Brazil which, it will be 
remembered, was settled and de- 
veloped by the Portuguese. Now 
the Portuguese have less colour 
prejudice than any of the Latin 
peoples, and have never succumbed 
to the colour prejudice of modern 
European imperialism with its un- 
scientific theories of “pure” racial 
peoples. Having thus retained the 
medieval and racial tolerance of 
their founders, Brazil has shown 
an extraordinary capacity for 
racial assimilation. 

The largest number of negroes 
are found in Brazil in the state of 
Bahia, where they have risen to 
high executive positions. But while 
more than one president of Brazil 
has been a mulatto or quadroon, 


there is still a general prejudice 
against the election of a black t 
the high office of president of t 
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blacks does not apparently extend 
to the higher classes in Brazil, 
especially in the cities; and negroes 
never appear in Rio society. On 
the other hand, in all the South 
American republics, Indian blood 
is often a matter of pride; and a 
mestizo could be president of 
Brazil. We have heard much 
about the so-called North American 
“melting-pot” which however fre- 
quently didn’t melt. But in South 
America and more particularly in 
Brazil, the variety of racial strains 
and the historical and social in- 
fluences making for miscegenation 
and assimilation have made this 
part of the Americas a genuine 
melting-pot of race. 

The rate of increase of popula- 
tion in Brazil is far beyond that of 
any of the other South American 
republics. It is estimated that the 
population of Brazil on the average 
has doubled in number every 
twenty-three years. This rapid 
growth is due, in part, to the 
systematic encouragement of im- 
migration which began as early as 
1817 under Dom Joao, one of 
Brazil’s most enlightened rulers, 
who introduced two thousand 
Swiss settlers. As in the case of 
most later official settlements, the 
immigrants were assigned land in 
a suitable climate where they 
could build their own communities. 
Among later European immigrants 
the Germans comprise an impor- 
tant element in Brazilian life. 
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They are settled mostly in the 
three southeastern states of Pa- 
rana, Santo Catharina and Rio 
Grande do Sul. It is estimated that 
in 1914 there were about 250,000 
persons of German blood living in 
southern Brazil. In cities like Rio 
and Sao Paulo and to a less extent 
in the Argentine, the Germans play 
an important part in politics, in- 
dustry and science; but in the out- 
lying districts of southern Brazil 
they are of necessity isolated, and 
as in any case they keep to them- 
selves, their influence on the 
country is not so great as their 
numbers might indicate. Due 
largely to differences of culture 
and of religion, the German ele- 
ment in South America retain 
their national characteristics and 
are not assimilated. Another im- 
portant element in the European 
population of Brazil is the result 
of Italian immigration which be- 
gan in a continuous stream about 
1860, going principally to Sao 
Paulo. By the end of 1915 about 
1,361,000 Italians had _ entered 
Brazil as officially registered immi- 
grants. Unlike the Germans, the 
Italian immigrant quickly became 
assimilated with the South Amer- 
ican population, so that in a 
generation — except in the urban 
areas—the different racial strains 
are scarcely distinguishable. 
Among the non-European immi- 
grants that have swelled the popu- 
lation of Brazil in recent years the 
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Japanese constitute another im- 
portant group. Between 1920 and 
1929 it is estimated that about 
58,284 Japanese entered Brazil; 
and as the annual immigration has 
increased since that time, the 
present number of Japanese in 
Brazil is approximately 100,000. 
These Japanese immigrants have 
in the main gone to Sao Paulo; but 
recently they have established col- 
onies in the Amazon basin where, 
though conditions appear unsuit- 
able, their colonies have thus far 
made better progress than pre- 
vious attempts by other peoples. 
The Japanese present another 
obstacle to the general rule of 
miscegenation and assimilation. 
They live in compact settlements 
and do not mix with the other 
races. Asiatic immigration is not 
viewed with favour by the South 
American republics generally, and 
recently a quota law has been 
passed by Brazil which will tend 
to restrict their numbers. 

There is probably some signifi- 
cance in the fact that peoples of 
the three “have-not” fascist na- 
tions constitute the largest immi- 
grant group in Brazil; though it 
would be incorrect to deduce that 
this has necessarily given a marked 
fascist bias to Brazilian politics, 
or that Brazil is ripening to fall 
into the lap of some foreign power. 
The growing feeling against 
Asiatic immigration on the one 
hand, and growing national feel- 





ing and resentment against foreign 
exploitation on the other will mili- 
tate against any outside group 
obtaining a stranglehold on the 
country either politically or eco- 
nomically. Moreover, while Brazil 
has for many years taken a large 
proportion of European immigra- 
tion, it does not necessarily follow 
that Brazil will become a deposi- 
tory for the word’s surplus popu- 
lation, or will continue to offer the 
same possibilities to immigrants in 
the future as have attracted so 
many in the past. Thus in the past 
the most important, if not the 
most numerous class of immi- 
grants to Brazil has been composed 
of those with the technique and 
capital for organizing industrial 
and commercial undertakings on a 
European basis. Down to fairly 
recent times this class has been 
able to dominate and direct these 
developments, not only because of 
its superior resources of knowl- 
edge and finance, but also because 
the majority of the people of 
South America are not interested 
in certain kinds of material pro- 
gress, or are indifferent to the 
pursuit of wealth as an end in 
itself. But this industrial develop- 
ment on a European basis is limit- 
ed by the fact that nowhere in 
Brazil is there the necessary com- 
bination of raw materials such as 
coal and iron upon which our 
present industrial civilization is 
largely based; while the degree of 
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industrialization reached in South 
Brazil and Chile on the basis of 
hydro-electricity does not suggest 
that the fundamental lack of coal 
and iron can be made good. Of 
course, in certain areas where the 
population is urbanized and con- 
centrated, organized industry on a 
large scale will continue to flour- 
ish, as it has in the past. But 
while in relation to the total popu- 
lation of Brazil these areas are 
highly important, representing 
about 75% of the total population 
of the country, this industrial 
population is concentrated in the 
states of Sao Paulo, Minas Geraes, 
and the state and city of Rio de 
Janeiro. Thus so far as the greater 
part of Brazil is concerned, it will 
remain for many years to come a 
somewhat backward, self-contain- 
ed agricultural country, with only 
a few export commodities consist- 
ing principally of foodstuffs and 
raw materials. Under these condi- 
tions the better class of European 
immigrant will not be attracted to 
Brazil; while only those immi- 
grants will continue to go in large 
numbers who can adapt themselves 
to a somewhat backward, agricul- 
tural economy tending to a mere 
subsistence level. Accordingly all 
the influences which will probably 
make European immigration in 
the future increasingly difficult, 
will also make Asiatic immigra- 
tion increasingly easy. All of 
which points to potential diffi- 
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culties ahead, with respect to both 
internal and external affairs. 
The preceding statement regard- 
ing the population of Brazil and 
its relation to industry leads na- 
turally to some reference to the 
economic development of the coun- 
try. During the colonial period 
and the immediately succeeding 
decades there existed in Brazil, as 
in South America generally, a 
society which had scarcely altered 
its mode of economic life for more 
than three hundred years. The 
introduction of railways and steam 
navigation, rather than the earlier 
achievement of independence, was, 
however, the real turning point in 
the economic development of South 
America. With the aid of these 
modern methods of transportation, 
the products of the mine, range 
and farm could be carried cheaply 
from the interior to the sea coast 
and soon began to play an im- 
portant part in world trade. In 
Brazil minera! wealth was not dis- 
covered until the last decade of the 
17th century, and for a time it 
supplanted the sugar industry in 
economic importance. But the ex- 
haustion of some of the known 
gold deposits in Brazil led to the 
revival of the sugar industry which 
along with tobacco were the prin- 
cipal products of export. During 
the last quarter of the 19th cen- 
tury, however, the production of 
coffee and rubber became Brazil’s 
greatest source of wealth; and 
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even since the world depression, 
Brazil has led the South American 
countries as an exporter of cocoa 
and of coffee. Brazil also produces 
considerable quantities of the long- 
staple variety of cotton, used by 
Manchester spinners to mix with 
the short-staple varieties; though 
in recent years most of the Bra- 
zilian cotton and sugar produced 
are absorbed by the home market. 
The banana industry in Brazil 
made great progress even during 
the years of depression; while 
Brazil is also the leading South 
American exporter of citrus fruits 
and of a wide range of nuts having 
high commercial value. The Ama- 
zon valley is the sole source of the 
Brazil nut; and coconuts grow 
plentifully on the coast of middle 
Brazil, about fifty million nuts 
being gathered annually. Brazil 
was changed from a rice importing 
to a rice exporting country largely 
through the work of the Japanese 
colonists near Santos. Ecuador is 
the only other South American 
country producing enough rice 
above their local needs for export. 

One of the distinctive features 
of the South American economy is 
the dependence of each of the re- 
publics upon one or two commodi- 
ties for export. In normal times 
for example nearly 70% of the 
exports of almost all the South 
American republics 


most of two commodities. This 


circumstance is of the utmost im- 
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portance both for South America 
and for the rest of the world. In 
the case of Brazil, for example, 
coffee and rubber have been the 
two principal export commodities ; 
though since the world depression 
and with the steep decline in 
prices, rubber has become much 
less important to Brazil which 
now pays more attention to the 
production of certain agricultural 
products, chiefly cotton and fruit, 
although coffee continues the most 
important single export com- 
modity. However, since the prin- 
cipal commodities for export are 
raw materials or foodstuffs, their 
prices in the world market are 
therefore subject to all the fluctua- 
tions which primary products 
undergo in the course of the trade 
cycle. Moreover, these price 
changes may result not only from 
changes in general conditions 
(such as weather, exhaustion of 
the soil, etc.) but also from 
changes due to the development of 
alternative sources of supply or of 
new competitive products in other 
countries. But since the South 
American countries are unable to 
supply their internal requirements 
for manufactured goods, especially 
the products of heavy industry 
which must therefore be imported, 
it is necessary that the value of 
their exports should not fluctuate 
widely if they are to pay the serv 
ice on their external indebtednes: 
which represents a continual anc 
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heavy drain on their financial re- 
sources. Obviously then ali the 
South American countries are very 
sensitive to changes in the world 
market, and they all aim to main- 
tain a surplus of commodity ex- 
ports over imports in order to meet 
the charges on their external debts. 
In these circumstances it is easy to 
understand why the world depres- 
sion and resulting economic diffi- 
culties in Europe had such a serious 
reaction upon all of South Amer- 
ica, including of course Brazil 
which resorted to import restric- 
tion, exchange controls and sus- 
pension of certain foreign debt 
services in a desperate effort to 
improve its economic position. 
This in turn has had a violent 
repercussion on the political situa- 
tion, in which connection we have 
one explanation of the rise of the 
present dictatorship under Presi- 
dent Vargas, rather than any close 
connection with fascist movements 
in Europe or elsewhere. 

This brings us to a consideva- 
tion of the recent political 
upheavals in Brazil which have 
attracted widespread attention, 
and which have been loosely 
labeled “fascist”, chiefly as a con- 
sequence—we suspect—of the pre- 
vailing fashion in so-called demo- 
cratic countries of labelling any 
forms of government which either 
are not understood or happen to be 
disliked as “fascist” or “commu- 
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nist”. An elementary understand- 
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ing of early South American his- 
tory reveals the very tenuous 
character of democratic institu- 
tions and government. Liberal 
ideals of democracy unquestion- 
ably inspired the leaders of South 
American independence who were 
strongly swayed by the example of 
the American and French revolu- 
tions, but most of them realized 
that the new states were unfitted 
for republican democracy. Never- 
theless the mass of the people, 
lacking any political experience, 
set up theoretically democratic 
governments copied from alien 
models, and assumed powers for 
which they had neither the train- 
ing nor the natural aptitude. Little 
wonder then that the political tra- 
ditions of the colonial period still 
lived on, stressing earlier mon- 
archial and autocratic forms of 
government as represented by the 
king, the viceroy and the caudillo 
or military dictator. Thus the ir- 
responsible character of the chief 
executive made a palace revolution 
the only means of getting rid of an 
unpopular president. Hence the 
tradition of lawlessness made 
South America a by-word among 
Europeans; though actually these 
revolutions were almost as normal 
in their public life as general elec- 
tions in parliamentary countries, 
and they seldom entailed more 
social disturbance. Other factors 
contributed to the failure of demo- 
cracy such as: the smallness of the 
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population in proportion to the 
area governed, difficulties of com- 
munication, the absence of national 
public opinion, the strength of 
local loyalties, the lack of an in- 
fluential middle class, the poverty 
and illiteracy of the Indians and 
negroes, and the control exercised 
by the clergy. Each of the ten South 
American republics arrived in its 
own way at some sort of com- 
promise between the democracy 
which they professed and the 
autarchy they practised under the 
forms of republican government. 
Most of the South American con- 
stitutions provide for granting 
under certain circumstances ex- 
traordinary powers to the execu- 
tive through the “suspension of 
constitutional guarantees”. Such 
provisions are loopholes for the 
nullification of the constitution and 
thus facilitate the establishment of 
dictatorships. The constitutional 
framework of the various South 
American republics is similar in 
broad outline to that of the United 
States. But as time went by most 
of the South American republics 
abandoned the federal ideal, as 
embodied in the United States 
form of government, for constitu- 
tions of a more unitary and cen- 
tralized character. The only states 
having a federal government to- 
day in South America are Brazil, 
Argentine and Venezuela. All the 
rest are of the unitary type of 
republic. 





Federalism is, therefore, one of 
the central features of the Bra- 
zilian constitution and also one of 
the dominating issues in its poli- 
tics. The internal affairs of Brazil 
may be said to be principally deter- 
mined by three factors: the author- 
ity of the federal government, the 
balance of power between the lead- 


ing states, and the paramount 
interests of coffee. The leading 
states of Brazil are centrally 


situated, comprising the states of 
Sao Paulo and Minas Geraes; but 
the political influence of the south, 
or rather of Rio Grande do Sul, has 
been rapidly growing in recent 
years which has upset the tradi- 
tional dominance of the centre. 
This may be indicated by the fact 
that of the eleven presidents of 
Brazil between 1894 and 1930, 
there have been four Paulistas, 
four Mineiros, and but one Rio 
Grandense. The states in the north 
and interior, because of their small 
population and general backward- 
ness, thus far have had little or no 
political influence. Consequently 
the government of Brazil rests not 
on the popular vote or on party 
organization, but principally on a 
balance between Sao Paulo, where 
the coffee interests are most 
strongly entrenched, Minas Geraes 
and Rio Grande do Sul. 

Getulio Vargas, a native of Rio 
Grande do Sul and a former presi- 
dent of that state, made himself 
president of the federal govern- 
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ment of Brazil during the Revolu- 
tion of 1930, a political upheaval 
which was a direct result of the 
world economic depression and 
crisis of 1929. We have already 
shown why Brazil would be par- 
ticularly affected by such a disas- 
ter. The more immediate causes of 
this upheaval in Brazil were: the 
cramping of economic expansion 
by out-of-date legislation, the col- 
lapse of the meat-export industry, 
the over-production of coffee which 
drove both Sao Paulo and the 
federal government to desperate 
remedies, the collapse of the rub- 
ber industry in the north, and the 
droughts in the northeast. After 
assuming dictatorial power, Presi- 
dent Vargas first attacked the 
economic problems of the country. 
He suspended payments on the 
foreign debt, a very natural step 
in view of the peculiar dependence 
of Brazil on its surplus of com- 
modity exports over imports as 
has already been explained. He 
ratified an earlier move to aban- 
don the price-control program of 
coffee production, reduced the ex- 
port tax by three-fourths, and 
initiated a policy of open competi- 
tion. Later he drew up a new con- 
stitution for Brazil which was 
designed to bolster up his present 
dictatorial powers, a move which 
he sought to justify by the familiar 
fascist technique of alleging a com- 
munist peril. Without question 
fascism provides a perfect formula 
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for dictators to rationalize their 
autocratic rule; but the foregoing 
discussion indicates that the eco- 
nomic and social bases for fascism 
in its European form are largely 
lacking in Brazil. As a matter of 
fact there is evidence of an awak- 
ening social consciousness in Brazil 
which does not suggest much in 
common with German fascism. For 
not only does the new constitution 
provide for important social and 
industrial legislation; but women 
have now been given the franchise 
and are being accepted for the 
consular and other government 
services. The feminist movement 
is rapidly extending, which has 
been one of the most significant 
developments within the truly 
democratic countries of the world 
in the last two decades. On the 
other hand, attempts to reduce the 
status of women have been one of 
the significant developments with- 
in the fascist countries; though 
just the opposite trend is observ- 
able in Brazil. 

However, the presence in Brazil 
of large colonies of Germans and 
Italians, and recent campaigns by 
these two nations to intensify 
trade and propaganda has fostered 
the fear of a “German menace” in 
South America. This concern was 
actually more acute immediately 
before the World War than since. 
In 1914 German settlements in 
Brazil, Argentine and Chile prob- 
ably numbered almost half a mil- 








126 


lion. As already pointed out they 
resisted assimilation to a remark- 
able extent when compared with 
other immigrant peoples such as 
the Italians in Brazil. In Santa 
Catharina, for example, the Ger- 
man communities retained their 
own language in the schools; and 
there were whole villages and 
small towns where Portuguese was 
scarcely spoken. Nevertheless, 
during the World War there was 
so much resentment in Brazil and 
Argentine because of the German 
submarine campaign, which was 
particularly destructive to their 
valuable export trade, that several 
of the South American republics 
broke off diplomatic relations with 
Germany; though the only one of 
the republics that actually joined 
in the hostilities against Germany 
was Brazil, the South American 
republic which contained the 
largest number of Germans! The 
War did great damage to German 
economic interests in South Amer- 
ica. German trade disappeared, 
and German investments had to be 
wiped off the slate as a total loss. 
During the last eighteen years 
since the War a. remarkable re- 
covery has taken place. Largely 
due to extensive subsidies and in- 
tensive propaganda, Germany has 
practically recovered the commer- 
cial position she occupied in 1914; 
although it is significant to note 
that her investments have not 
increased correspondingly. The fol- 
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lowing figures may serve to illus- 
trate the approximate position of 
Germany in comparison with the 
United States and the United 
Kingdom with respect to trade 
with Brazil. These two countries 
receive 39.4% and 9.2% respect- 
ively of Brazil’s total exports, as 
against Germany’s 16.5%; while 
with respect to imports, Brazil 
receives 23.4% and 12.4% re- 
spectively from the United States 
and the United Kingdom, as 
against 20.4% from Germany.* 
This represents the highest per- 
centage both of exports and im- 
ports that Germany enjoys with 
any of the South American 
republics; but in the South Amer- 
ican market as a whole the United 
States and the United Kingdom 
together have a wide margin of 
advantage. Moreover, as_ both 
these countries are in a much 
stronger position financially, they 
are able to supply the Latin Amer- 
ican countries with the capital 
which they so much need for the 
development of their own re- 
sources, and in the long run this 
will be the determining factor. 
Germany recognizes this herself; 
for when in May of this year 
President Vargas put down an 
abortive fascist putch of the “In- 
tegralist” party, it was violently 
attacked in Germany as an example 





* These figures are for 1935, the most 
recent statistics available for Brazil. 
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of “dollar imperialism” and was 
attributed to United States in- 
fluence. We may therefore safely 
conclude that by reason of superior 
financial resources and influence, 
the two greatest Anglo-Saxon, 
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democratic nations have a virtually 
impregnable position in the con- 
tinent of South America, and that 
a “German menace” in that quar- 
ter is more remote than some 
alarmists would have us believe. 








PLANNING FOR ECONOMIC RECOVERY IN SWEDEN 


AND AUSTRALIA 
By BENJAMIN HIGGINS 


Epitor’s NoTEe: The first part of 
this article appeared in the Spring 
issue. This part includes the sec- 
tions: Planning for Recovery in 
Australia, Recovery in Sweden, Re- 
covery in Australia. It concludes 
the discussion. 


Planning for Recovery in Australia 


HE Australian administration 

did not enter the depression 
with a clear-cut plan for dealing 
with it, and then follow it to the 
letter. As might be expected, 
hasty emergency measures were 
the first order of the day; then, as 
the depression deepened, there en- 
sued lengthy and heated debates, 
in and out of the legislature. The 
plan which finally emerged and 
which was put into effect seems to 
be a combination of the “Premiers’ 
Plan”, (1930), the Report of the 
Copland Committee, (1931), the 
Economists’ Plan, and the policy 
of the Wallace Bruce Committee of 
1932. All of these plans involved 
what was essentially a judicious 
mixture of inflation and deflation. 
It is interesting to note that, as in 
Sweden, the depression in Austra- 
lia was marked by Labour victories 





at the polls. The fact that a La- 
bour government initiated the 
policy makes the wage-reduction 
element all the more remarkable. 
Public discussion seems to have 
been successful in convincing the 
workers that it was inevitable that 
they should share in the loss of 
national income. 

When the crisis first broke, the 
administration embarked upon the 
“fallacious early policy”, as Cop- 
land calls it. This policy involved 
the following measures: 

(a) The export of gold, and the 
use of exchange reserves, to main- 
tain the sterling value of the 
Australian pound. Australia was 
legally off the gold standard in 
1929, legislation against the export 
of gold and redemption of cur- 
rency having been passed. Despite 
this fact, peculiar as it seems, the 
Australian pound was pegged in 
terms of sterling for almost two 
years. Fortunately, there was an 
excess gold reserve, and 40 million 
pounds, as well as foreign exchange 
reserves, were exported. Such a 
policy naturally compelled the 
banks to contract, and so had a 
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deflationary effect. Moreover, the 
rate at which the pound was 
pegged was unquestionably an 
overvaluation, and therefore ac- 
centuated the decline in exports. 

(b) In order to prevent the 
balance of trade from becoming 
hopelessly unfavourable, and to 
economize on the use of gold, 
tariffs were raised and import re- 
strictions imposed. Unfortunately, 
these measures led to a decline in 
revenue, for, as we pointed out 
above, import duties were an im- 
portant source of government 
revenue, and imports fell off in the 
face of the new barriers imposed. 

(c) An exchange pool was form- 
ed to guarantee service on the 
external debt. The result of this 
measure was that external debt 
increased. 

In 1931 the reversal of policy 
began, and the plan which was 
ultimately adopted included the 
following provisions: 

1. Devaluation of the currency. 
It was hoped that by this means 
the real income of export indus- 
tries could be restored to a level 
only slightly below that of 1928. 
The departure of the Bank of Eng- 
land from the gold standard facili- 
tated the attainment of this end, 
by raising the sterling price of 
exports to England. A premium on 
the British pound had developed in 
1931, due in part to the difficulty 
experienced by the Bank of New 


South Wales in maintaining the 
previous parity. In December of 
1931, the Commonwealth Bank 
assumed control, and the premium 
on the British pound was reduced 
to 25 per cent., where it was stabil- 
ized. This policy made export to 
Great Britain more profitable, and 
made export to other countries 
easier. 

2. “Controlled Inflation.” The 
forms which this took were the 
same as in Sweden. First, the 
interest rates of the banks were 
reduced. The deposit rate for three 
months was lowered from 41% per 
cent. in the spring of 1931 to 2%4 
per cent. in the spring of 1932. 
Credit was expanded by the Com- 
monwealth Bank by approximately 
65 per cent. Second, the govern- 
ment engaged in open market buy- 
ing. Thirdly, budget deficits were 
undertaken to finance public works. 
Since Australia was spending forty 
to forty-five million pounds an- 
nually on public works before the 
depression, no great stimulus could 
be looked for from this direction, 
and little net inflation was involved. 

3. “Controlled Deflation.” This 
policy was, of course, the distinct- 
ive feature of the Australian plan 
for recovery. According to Cop- 
land, “this plan is the first re- 
corded case in modern history of 
a comprehensive deflationary 


scheme”. The measures which it 
involved were as follows:— 
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(a) Reduction in government 
expenditure. By means of a great 
conversion loan, which was 97 per 
cent. voluntary, interest on the 
public debt was reduced by 221% 
per cent. to approximately 4 per 
cent. All government wages and 
salaries were reduced some 10 per 
cent. The actual reduction in gov- 
ernment expenditure amounted to 
25 per cent. to 30 per cent. At the 
same time, lending by the Com- 
monwealth Bank to the state gov- 
ernments was restricted. As a re- 
sult, in 1932 a prospective deficit 
of 41 million pounds was cut down 
to 18 million, and in 1933 the 
deficit was again cut almost in half. 

(b) Reduction of real wages by 
10 per cent. The initial reduction 
of the basic wage by the Common- 
wealth Arbitration Court was 20 
per cent., and subsequently they 
have fallen by 30 per cent. After 
a certain lag, State basic wages 
were adjusted more or less in 
proportion. 

(c) Increase in taxation. A 
super-tax of 10 per cent. on all 
income from property was im- 
posed. The states also added to the 
tax burden. 

The approach to a_ balanced 
budget enabled the payment of the 
debt service, and promoted confi- 
dence in Australia’s future eco- 
nomic development both at home 
and abroad. The reduction in in- 
terest rates and wages, combined 
with an easy money policy, tended 


to raise prices and lower costs, thus 
increasing the profit spread and 
stimulating investment. 

As in the case of Sweden, 
Australian recovery was greatly 
stimulated by somewhat extrane- 
ous factors. One of these was 
suspension of war debt payments. 
Australia’s war debt to Great 
Britain was something over 92 mil- 
lion pounds, and annual payments 
amounted to over 514 millions. An 
agreement with the British Gov- 
ernment suspended payments of 
principal in 1930; and the interest 
payments were suspended by the 
Hoover Moratorium in 1931. The 
war debt was, however, only a 
fraction of the total external debt. 
Far more important in aiding 
Australia in her slow climb back to 
prosperity was the recovery in 
export prices. Wool prices, for 
example, took a sudden and marked 
rise in 1933, from 714d. (Austra- 
lian) to 17144d. Wheat prices be- 
gan their upward climb in the 
same year. The “multiplier” of 
course works both ways; and every 
pound increase in income from 
exports would equal approximately 
four pounds of total income. The 
general rise in export prices after 
1933 was as advantageous as the 
fall after 1929 was disastrous. 


PART II. 


VII. Recovery in Sweden. 


The bottom of the depression in 
Sweden was reached in the second 














PLANNING FOR ECONOMIC RECOVERY IN 





131 


SWEDEN AND AUSTRALIA 


quarter of 1933. In March of that 
year, the wholesale price level be- 
gan to rise slowly. It is significant, 
however, that during 1933 it rose 
less than the price level of export 
goods. The hoped-for lag in retail 
prices developed ; between 1931 and 
1933 the cost of living was re- 
markably stable. Wholesale prices 
rose 7 per cent. above the level of 
September 1931 by the end of 
1935, while retail prices remained 
almost stationary. Thus the equili- 
brium between wholesale and re- 
tail prices was restored. In gold 
bloc countries during this period, 
wholesale prices rose more than in 
Sweden, but retail prices fell. Ac- 
cording to Ohlin,’ the necessity of 
deflation in the gold bloc countries 
prevented equilibration of price 
levels. 

The upturn in prices was accom- 
panied by improvement in general 
economic conditions. During the 
second quarter of 1933, the em- 
ployment index rose from 2.30 to 
2.69 (3 is averagely good). Ex- 
ports increased, and the import 
surplus accordingly declined. Sales 
of wood products increased, but 
prices were still low. The budget 
deficit for the period July 1932 to 
May 1933 was greater than for the 
same interval a year earlier, and 
the deficit for the financial year 
1932-33 was 29.95 kronor. In the 





1THE INDEX, March 1936. 


second quarter of 1933 employ- 
ment reached an index of 2.94. 
Prices of wood products took on a 
firmer tone, the stock market was 
stable, and the iron industry show- 
ed signs of slow improvement. 
Despite ample supplies of foreign 
exchange, the kronor was further 
depreciated, in “sympathy” with 
the British pound. The Roosevelt 
dollar policy resulted in severe fluc- 
tuations on the foreign exchanges, 
but did not prevent a continued 
recovery in Sweden. During the 
last quarter of the year, building 
strikes led to recession in some 
fields, but the general expansion 
continued. Despite this fact, the 
bank rate was actually lowered, 
with an inflationary effect. Reve- 
nue was up, due to an increase in 
the liquor tax and rising incomes, 
while expenditure declined, due to 
the decrease in unemployment 
relief. 

The index of industrial produc- 
tion, by volume, rose from 82 in 
September 1932 to 86 in March 
1933 and to 89 in October 1933. In 
the United States it fell from 60 
to 54, and then rose to 70. It 
would appear that recovery in Swe- 
den came earlier than in America, 
but it is interesting to note that 
the percentage recovery was great- 
er in America for the whole period 
than in Sweden. By the second 
quarter of 1934, the employment 
index had reached 3.24, indicating 
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that employment was better than 
average. By September it was at 
3.55, which was the best since 
1920. The financial year 1933-34 
actuaily yielded a surplus of 8 mil- 
lions, and the national debt showed 
little change. (It is interesting to 
note, in contrast with Australia, 
that at this time 87 per cent. of 
the national debt was held inter- 
nally.) The bank rate remained at 
a low level of 214 per cent. Indus- 
trial production continued up- 
wards, and all industries except the 
chemico-technical industry report- 
ed employment more than moder- 
ately good. In the third quarter 
employment was at 3.68, and the 
textile, leather, hair and rubber, 
and iron and steel industries show- 
ed especially good results. Al- 
though the bank rate remained 
unchanged; excess reserves and 
increased savings led to a fall in 
interest rates. The rate on “rentes” 
fell from 3.61 to 3 per cent. The 
last quarter showed some setback, 
largely seasonal in nature. Due to 
the long period of inactivity in 
1933, the building industry showed 
the greatest advance. During 1934 
as a whole, the value of foreign 
trade rose 19 per cent., stocks went 
up about 28 per cent., and whole- 
sale prices about 4 per cent. The 
kronor remained pegged in terms 
of pounds, and thus fluctuated in 
terms of gold. 

The slackening off of recovery 
continued throughout the first half 
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of 1935, which showed little 
change. The budget surplus for 
1934-35 was 36.26 millions, returns 
from state industries contributing 
largely to the improvement. Bond 
yields began to rise again. During 
the last half of 1935, expenditure 
was increased considerably over 
that of the same period of 1934, 
and the general situation improved. 
Foreign trade increased 6 per cent., 
but the balance was less favour- 
able. The stock market rose a 
mere 15 per cent. Clearly the ex- 
tent of recovery during 1935 was 
less in Sweden than in other coun- 
tries, but it must be remembered 
that Sweden was much closer to 
“normal” at the beginning of the 
year than were other countries. 
Conditions remained satisfactory 
during 1936, and in the third quar- 
ter there was some acceleration of 
the upswing. The following figures 
of industrial production will give 
some indication of relative recov- 
ery in Sweden and other countries: 


June- June- 

July July 

1933 1935 Change 
Sweden ................. 88 115 38% % 
U. S. A. 63 89 41% 
Great Britain 92 110 19% % 
Holland 72 68 — 5%% 
France . 88 713 —17% 


Thus for this two-year period 
Sweden shows greater expansion 
than other countries, with the ex- 
ception of the United States, which 
had farthest to go. Of course, 
recovery had already set in in 
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Great Britain in 1932, and depres- 
sion struck late and remained late 
in France and Holland. Still, the 
Swedish situation does seem to 
compare favourably with other 
countries so far as early recovery 
is concerned. 


VIII. Recovery in Australia 

Recovery seems to have set in 
earlier in Australia than in Swe- 
den. Copland, writing for the 
“Australian Herald Year Book” of 
1933, says: “The year 1932 will 
undoubtedly be considered a turn- 
ing point in the financial and eco- 
nomic history of Australia. 
Some evidence of the rapidity and 
extent of financial recovery in 
Australia is given (by) . . . move- 
ments in the prices of preference 
shares on the Melbourne stock ex- 
change, together with movements 
in the short term investments of 
the Commonwealth Bank in the 
London Money Market”. The exter- 
nal position was improved, Copland 
continues, and foreign obligations 
were met. Internally, “the im- 
provement is not less satisfactory”. 
The fall in export prices seems to 
have reached its limit, Copland 
optimistically forecasts, and sea- 
sons have been good, so that 
“immediate prospects are excel- 
lent”. 

Copland seems to have over- 
emphasized the degree of improve- 
ment during 1932. He bids us look 





at the investment market, which 
did indeed show signs of recovery. 
Wholesale prices continued slightly 
downwards, however, and unem- 
ployment continued slightly up- 
wards. Walker seems nearer the 
truth when he states that a “slight 
improvement emerged in 1932.” 
The improvement was largely one 
of prospects. Heroic reductions in 
government expenditure resulted 
in a small budget surplus for the 
Commonwealth Government in 
1931-32, and a larger one n 1932- 
33. The deficits of the States were 
greatly reduced, and the total 
deficit of Federal and State govern- 
ments combined for 1932-33 was 
only one-third of its level for 
1931-32. A fund had been built up 
in London to meet debt obligations, 
and the Australian credit rating 
was much improved. The year 
1931-32 yielded an export surplus 
of 15,296 pounds sterling, and in 
the following year it had doubled 
itself, at 30,691 pounds sterling. 
The Labour governments of the 
Commonwealth, Victoria and New 
South Wales lost power, and busi- 
ness confidence was restored there- 
by. Fear of inflation was greatly 
diminished; Walker believes that 
“reflation” by a Labour govern- 
ment would have caused a bank 
panic. Moreover, business men felt 
more certain that the wage reduc- 
tions would actually be made ef- 
fective by a non-Labour govern- 
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ment. Finally, wool prices took a 
favourable turn, and cash receipts 
from wool sales increased 7.2 per 
cent. for the year 1931-32, and an- 
other 22.3 per cent. in the year 
1932-33. Thus the people of Aus- 
tralia, particularly the investors, 
began to feel more secure, more 
hopeful of the future prosperity of 
the country. In theoretical terms, 
the profit-expectations were raised 
above the level of the reduced in- 
terest rate; investment ceased to 
decline. A wave of new investment 
is all that is necessary to begin an 
upswing. It may be that recovery 
started sooner in Australia simply 
because liquidation and deflation 
began sooner in Australia, and be- 
cause deflation was not artificially 
arrested to any great degree. The 
bottom was reached sooner, and the 
stage set for recovery. 

The year 1933 showed a more 
marked recovery. It yielded a 
record wool clip, which was dis- 
posed of at favourable prices. The 
wheat harvest was the largest in 
years, and, while prices were still 
low, sales were good. The Federal 
budget yielded a surplus nearly 
three times that of the previous 
fiscal year.' Trade union unem- 





1Prof. Ohlin, in THE INDEX for March, 
1936, maintains that budgets cannat be 
balanced by reduced expenditure, and 
points to the failure of the Bruehning 
and Von Papen governments in Ger- 
many to prove his point. He fails to 
mention Australia’s success with this 

sort of budget-balancing policy. 
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ployment fell from 26.5 to 23 per 
cent. The wholesale price level 
rose steadily, and exports were 
well maintained. The number of 
bankruptcies declined, construc- 
tion industries showed more ac- 
tivity, railroad revenues increased. 

Conditions in 1934 continued to 
improve. The volume of building 
doubled. The output of iron and 
steel reached record highs. The 
agricultural situation was much 
improved by a 12 m. |. loan by the 
Federal Government to the States 
for rural rehabilitation and debt 
relief. Rising prices resulted in a 
50 per cent. rise in the value of 
wool sales. Imports rose 5 per cent., 
exports 16 per cent. The Federal 
surplus was over 1 m. |’s, and State 
deficits were substantially reduced. 

The following year brought 
further expansion. Manufacturing 
showed particularly impressive 
gains, and building was ancther 
feature of the enhanced activity. 
Gold output was stimulated by 
American devaluation. Unemploy- 
ment went down to 13.7 per cent. 
The value of exports was up about 
25 per cent. The same general ten- 
dency continued throughout 1936. 
The strengthened position of the 
governments permitted reduction 
in taxation. Unemployment again 
declined, to 12 per cent. The stock 
exchange showed more buoyancy. 
The reduction of loan expenditure 
by 4 m. 1, due to absorption of 
labour by. private industry, and 
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continued reduction of external 


debt, indicate that the expansion. 


of 1936 was on a very solid founda- 
tion. The sole fly in Australia’s 
ointment was the reduction of 
British imports from Australia. 
The cause was the development of 
Australia’s manufacturing indus- 
tries by protection, leading to 
domestic production of goods for- 
merly imported from Great Britain. 
These are days of bilateral trade 
agreements, and diminished im- 
ports from Great Britain were 
offset by diminished exports to 
Great Britain. 

Thus the economic history of 
Australia during the recovery 
period was in general the same as 
in Sweden. It is worthy of note 
that at the end of 1936, despite her 
earlier start on the road to pros- 
perity, Australia was still not so 
close to her goal as was Sweden. 
In Australia there was much more 
to readjust, and the climb back out 
of the depths of depression was 
necessarily more laborious. The 
’ relative improvement was greater 
in Australia. 


IX. Conclusion 


It has seemed worth while to’ 


present to the reader in some detail 
the relevant historical facts with 
regard to recovery in Sweden and 
Australia, in order to give a basis 
on which he may draw his own 
conclusions if he feels disinclined 


to accept the conclusions of the 
writer. In this final section certain 
factors that seem to me of greatest 
significance are considered. 

If we are to evaluate the effect- 
iveness of the recovery policies in 
the two countries, we must not 
overlook those causes of recovery 
which were not part of the plan. 
Most important of these, in both 
Australia and Sweden, was the rise 
in export prices. We have em- 
phasized the fact that both coun- 
tries are largely dependent upon 
their export trade. It is extremely 
doubtful whether either of them 
could have made any substantial 
improvement in economic condi- 
tions without the favourable turn 
of export prices. This turn was, of 
course, due to forces operating out- 
side Sweden and Australia, over 
which the Swedish and Australian 
governments had no real control. 
The secondary effects of this un- 
planned aid to recovery were prob- 
ably greater in Australia, where 
the “multiplier” seems to be con- 
siderably larger. 

In Sweden, the return of confi- 
dence was important. How much 
this psychological factor was the 
result of planning is impossible to 
say. The administration, in care- 
fully disclosing its plans, did con- 
tribute to the development of an 
optimistic outlook, but there is not 
basis for attributing the renewed 
willingness to invest and undertake 
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business risks entirely to this 
cause. 

In Australia, there was the 
Hoover moratorium, which relieved 
the pressure of debts. The actual 
financial significance of this factor 
was probably not great; but one 
cannot estimate the psychological 
effect. There was also the rapidity 
of the deflation. Liquidation was 
swift and certain, so that the bot- 
tom was quickly reached, and the 
total capital consumption was less 
than it would otherwise have been. 
The cause was the “fallacious plan” 
of the early depression (pp. 25-26 
above). Certaintly the object of 
this early plan was not to con- 
tribute to the deflationary tenden- 
cies, but it had this effect. The 
defeat of the Labour governments 
dispelled fear of radical inflation, 
and increased confidence in the 
wage-cut policy. The American 
devaluation raised the price of 
gold, and there were good yields of 
wheat and wool. 

Yet it seems logical that the 
recovery policies had some effect. 
Let us summarize the important 
items in the plans to facilitate 
analysis: 

1. Depreciation of the currency. 
Being export countries, both Swe- 
den and Australia must have bene- 
fited a great deal from this policy. 
Moreover, they are both small 
enough that revisions in their trade 
policy that do not hit any particu- 
lar country, are not likely to cause 





unfavourable reactions. England’s 
devaluation had a significant effect 
on the rest of the world; Sweden’s 
or Australia’s did not. For similar 
reasons, Sweden could raise her 
tariffs without seriously injuring 
her export industry. It is quite 
possible that this factor was 
enough in itself to bring about 
recovery.’ 

2. Controlled inflation, through 
reduction of loan rates, open mar- 
ket buying, and budget deficits. 
This factor was much more influen- 
tial in Sweden than in Australia. 
Indeed, since the level of public 
expenditure and the amount of 
budget deficits in Australia were 
already high, it is doubtful whether 
much net inflation took place in 
that country. Whereas Sweden 
purposely undertook budget defi- 
cits, the policy in Australia was to 
work towards a balanced budget. 
A reduction of loan rates to the 
expected profit rate is not really 
inflationary, and is a prerequisite 
for recovery. 

38. Special aid to agriculture. 
This policy does not seem to have 
been carried on in either country 
on a scale which would warrant our 
attaching a great deal of signifi- 
cance to it, but certainly it was a 
contributing factor. 

4. Controlled deflation. This 





1Cf. Edelberg and Krishnaswani, “Meas- 
uring the Power of Undervalued Cur- 
rency to Stimulate Exports.” REVIEW 
OF ECONOMIC STuDIES. Vol. V, No. 1. 
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policy was peculiar to Australia. 
The conversion of government 
loans to lower interest rates in 
Sweden was in effect deflationary, 
reducing as it did government ex- 
penditures. It was more than offset 
by other factors, however, and the 
actual policy of Sweden was not 
defiationary either in its theoreti- 
cal expression or its _ practical 
application. As we have said be- 
fore, therefore, it seems safe to 
suggest that any difference in the 
efficacy of the two plans was due 
to this factor. 

There was one other factor in 
the Swedish recovery, however, 
which was not part of the recovery 
policy, and yet was not altogether 
unplanned: the lack of a boom in 
the previous period. Barriers im- 
posed by the administration pre- 
vented severe inflation and over- 
investment. Expenditures were 
kept down, and budget surpluses 
were produced. Sweden has aimed 
at balancing the budget over the 
“economic period” rather than over 
some arbitrary calendar period 
Depression deficits are offset b: 
surpluses during a boom. It would 
seem probable that such policy will 
lead in the long run to a gradual 
increase in public debt, and the 
beneficial effects of deficits in de- 
pression may be questionable; but 
certainly the effect of building up 
surpluses during a boom period is 
to check expansion. The bank rate 


in Sweden remained closer to the 
“equilibrium rate” than in other 
countries, fluctuating within very 
narrow limits during the whole 
period of prosperity. The lack of 
severe profit inflation (which would 
have resulted from too wide a mar- 
gin between bank rate and equili- 
brium rate) is indicated by the 
relatively small increase in stock 
market values, the relatively large 
fall in wholesale prices, and the 
relatively small shift to capital 
goods production. High taxes on 
excess profits also limited expan- 
sion. Thus one of the most im- 
portant parts of Sweden’s “recov- 
ery policy” was put into effect 
before the depression—which is 
the right time to act. The best 
way to get prosperity is to prevent 
depression by limiting the degree 
of prosperity. 

With this background we can 
attempt a comparison of the 
amount of recovery which has 
developed in the two countries. 
Although it is difficult to obtain 
figures that are strictly compar- 
able, some general estimates can 
be made from the available inform- 
ation. We must remember that 
Australia’s problem was the more 
difficult one, for two reasons. First, 
her depression was much more 
severe. Second, she was saddled by 
a manufacturing industry which 
had grown up under protection 
from foreign imports, and yet re- 
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lied upon her export market for 
her prosperity. Because of the 
sort of international trade rela- 
tions prevalent after 1929, this 
situation was an embarrassing one. 
It was not easy to make trade 
agreements satisfactory to Austra- 
lian exporters which would not 
involve concessions dangerous to 
domestic manufacturers. To re- 
move any of the protection to 
industry would necessitate adjust- 
ments which would-be painful in 
the short run, and retard recovery, 
whatever might be the long run 
advantages. 

One of the best indices of the 
extent of progress towards “equili- 
brium” is the amount of reduction 
of unemployment. Swedish unem- 
ployment reached its height in 
1933, when the percentage for 
trade union members reached 19.4. 
In 1936 the figure had fallen to 
about 9 per cent. In Australia the 
peak of 1932 was 30 per cent., and 
by 1936 it had been cut down to 
12 per cent. Thus Australia’s ac- 
complishment in restoring employ- 
ment was greater, although the in- 
crease in “work-creation” through 
public expenditure was smaller. 

The “Bulletin de la Statistique 
Generale de la France” gives the 
following figures for building per- 
mits, for dwellings: 

1931 1932 1983 1934 1935 


Sweden .......104 93 65 130 164 
Australia ....100 136 201 326 479 


Thus despite the direct stimulus 
to housing by the Swedish Govern- 
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ment, developments in Australia 
indicate much greater improve- 
ment. 

The Australian security market 
reached its low in 1931. In the two 
years following the upturn the 
value of common stocks increased 
over 36 per cent., and the value of 
preference shares increased over 
26 per cent. Swedish securities 
did not start to rise until the latter 
part of 1933, and in the next two 
years rose only 14 per cent. The 
amount of actual net inflation 
seems to have been greater in 
Sweden, so that the greater gain 
of Australia in this regard is all 
the more remarkable. 

The volume of production in 
Sweden increased from 87 in 1933 
to 118 in 1935, an increase of 31 
points in the index. Industrial pro- 
duction increased from 90 to 119 
in the same period. In Australia, 
the per capita production increased 
from 76 in 1930-31 to 95 in 1933- 
34, an increase of 19 points, and 
then slumped in 1934-35. Absolute 
production would, of course, show 
a greater gain. Australia is, after 
all, most dependent upon agricul- 
tural production, the value of 
which increased over 50 per cent. 
during the period 1931-1935. Thus 
the two countries seem to be more 
or less on a par so far as this item 
is concerned. 

The slim evidence that we have 
seems to substantiate our conten- 
tion that the Australian recovery 
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is the more remarkable of the two. 
It is not unreasonable to suppose 
that the Australian policy of defla- 
tion is to some degree responsible 
for the difference. Yet one cannot 
take the evidence presented here 
as proof that compulsory cost-re- 
duction is the best policy for a 
government to pursue during a 
depression. -It may be, so far as 
the mere facts show, that the rise 
in export prices, having a greater 
effect in Australia, alone accounts 
for the greater relative improve- 
ment in that country. The final 
appeal must be made on grounds of 
deductive analysis as for any 
economic problem. 

Such analysis will show that the 
effectiveness of wage-cuts depends 
very much on the state of entre- 
preneurial anticipations. The im- 
mediate effect of wage-cuts is a 
decline in incomes and in purchas- 
ing power. If entrepreneurs are 
pessimistic, and expect prices to 
continue falling more than costs, 
the cost-reduction will not result 
in any increase in employment. In 
that case, the decline in incomes 
and purchasing power is the sole 
effect of such a policy, and can only 
contribute to the cumulative down- 
ward tendency. If on the other 
hand entrepreneurs are optimistic, 
and believe that prices are not 
likely to fall more, the cost-reduc- 
tion will provide the impetus for 
expansion. If they foresee that 








re-employment will increase pur- 
chasing power and thus exert a 
price-raising influence, the expan- 
sion will be all the greater. The 
elasticity of demand for labour, by 
all available indications, is greater 
than unity. Wage reduction when 
prices are not expected to fall will 
increase the total labour income. 
Thus when entrepreneurs are opti- 
mistic, there is a cumulative up- 
ward tendency as the result of 
wage-reduction. 

Walker argues that when wages 
were first reduced in 1931, entre- 
preneurs were pessimistic, and 
thus the policy did not stimulate 
recovery. By 1932, entrepreneurs 
had become optimistic for other 
reasons—the mild degree of infla- 
tion, plus the unplanned and 
psychological factors mentioned 
above. From 1932 on, the wage- 
cuts did have a beneficial effect in 
promoting re-employment and gen- 
eral recovery. The efficacy of a 
deflationary policy would seem to 
depend upon the general situation, 
and the: phase of the cycle. It may 
well be that even in speeding the 
downward course a deflationary 
policy is ultimately beneficial. Such 
is, at least, the contention of the 
Austrian school. I am inclined to 
agree with the Austrians (which 
really means Hayek and Robbins) 
that no solid recovery can set in 
until the artificial and disequili- 
brating situation resulting from 
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the previous boom has been elimi- 
nated by liquidation. Yet such a 
deflationary course must sometime 
reach an end if it is to be desirable. 
There is nothing in deflation per se 
which will start the upswing. 
Therefore I am inclined to agree 
also with Walker, that if deflation 
is to be successful it must be 
accompanied by a mild degree of 
inflation, as it was in Australia. 
Inflation in a period of unused re- 
sources need not establish a 
structure of production which can- 
not be maintained. The difficulty 
is, of course, to keep the inflation 
within bounds, and to stop it as 
soon as full “economic” employ- 
ment of resources is reached. No 
government in the world is capable 
of recognizing a condition of full 
economic employment when it sees 
it. 

But after all, the reader may 
protest, the Swedish Government 





did achieve its end. Sweden has 
recovered, and is somewhat more 
prosperous than Australia. The 
recovery was not so rapid nor so 
pronounced, but there was a re- 
covery. In reply to this, I can only 
say that the final empirical test of 
the two policies will not come until 
the next crisis. No one can deny— 
seriously and with knowledge of 
the factors involved—that a coun- 
try can get out of depression by 
straightforward inflation. One can 
only protest that in so doing one 
does not eliminate the cause of the 
depression, and you will likely start 
a process that will lead to another. 
The deflationary policy is safer in 
the long run. Since Sweden has 
been building up surpluses during 
the last three or four years, it may 
be that she has offset the injurious 
effects of inflation to a certain de- 
gree. But it remains to be seen. 








rfromuoaeaht > . 


oe a © 

















THE IMPORTANCE OF CORPORATE FINANCIAL 


REPORTS 


By Davip W. SHALES 


HE financial reports made by 

corporations to their stock- 
holders, consisting primarily of a 
balance sheet, income statement, 
and statement of surplus, are the 
principal means by which interest- 
ed persons endeavour to appraise 
the position and accomplishments 
of large corporations. In an era in 
which the ownership of corpora- 
tions is distributed among millions 
of stockholders, and the savings of 
additional millions are invested in 
bonds of such corporations directly 
or through savings banks, insur- 
ance companies, and other fiduciary 
institutions, the amount of re- 
liance placed upon corporate finan- 
cial reports is very great; they are 
matters of considerable public con- 
cern. In the past decade, especially, 
public interest in financial state- 
ments has been of increasing im- 
portance, because of the tremen- 
dous spread of security holding by 
the public since the Great War, 
the trend away from ownership 
operation and management of busi- 
ness and, more recently, the eco- 
nomic depression and financial ruin 


which affected so many people. 
The losses suffered by the great 
masses of the investing public 
since 1929 have served to focus 
public attention on the importance 
of the published financial reports 
of corporations. 

The advent of the corporate 
form of business organization 
coupled with the growth and 
spread of security holding on the 
part of the public has, of necessity, 
led to a system of “absentee 
ownership” whereby the owner- 
ship and management of business 
have been widely sundered. With 
this separation, management has 
theoretically become the steward 
of the funds which owners have 
put at its disposal. In this light, 
then, corporate reports should be 
regarded as the “stewardship re- 


ports” of management to the 
owners or stockholders of the 
business. 


In actual practice, however, the 
line between ownership and man- 
agement is not so sharply drawn. 
Rather, a situation exists in which 
the larger or more _ influential 
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owners have acquired the manage- 
ment of business which is not open 
to the great mass of small owners 
because their wide geographical 
distribution prevents their coming 
together and acting together ef- 
fectively. Also most of these small 
stockholders have no inclination or 
desire to take part in the actual 
management of the business. As a 
result, two classes of stockholders 
have arisen: the “controlling class” 
and the “investing class’: Con- 
trolling stockholders who are ac- 
tually engaged in the management 
of the’business are in a position to 
know what is happening. Such 
stockholders combine personal abil- 
ity and judgment with their capi- 
tal investment, thereby becoming 
entrepreneurs. Other stockholders, 
the great mass of small holders, 
are more nearly pure investors 
though legally they are owners. 
They possess the legal right to 
vote on certain matters, but, prac- 
tically, theirs is solely a function 
of the decision to “buy, hold or 
sell”. These stockholders, not 
being in a position to know what is 
happening, must rely for informa- 
tion upon the reports published by 
the corporation. Thus, in the typi- 
cal large corporation published 
reports constitute the only means 
available to investors to judge for 
themselves the success of the en- 
ferprise in which they have made 


1See also THE ACCOUNTING REVIEW, 
March 1935, p. 77, “Reports to Stock- 
holders,” Paul L. Morrison. 





investments so that they can ar- 
rive at a decision to buy, hold or 
sell. The importance of corporate 
financial reports to the great mass 
of small stockholders is, then, 
readily apparent. Indeed, it ap- 
pears that these published financial 
reports are the key to the solution 
of the basic problem of protecting 
the small investor. 


The beneficial results attendant 
upon the provision of more in- 
formative reports, possessing clar- 
ity, adequacy and accuracy, for the 
investing public are far-reaching. 
In the first place, the small inves- 
tor is afforded greater protection 
thus minimizing his losses. Such 
reduction of the losses suffered by 
investors, desirable in itself, will 
tend also to increase the volume of 
funds available to industry, as a 
greater degree of confidence is 
established. In the second place, 
investment, of prime importance 
in our national business life, will 
be conducted upon a much sounder 
basis. It will rest upon more com- 
plete facts and information made 
available in corporate reports in- 
stead of upon half-facts and guess- 
work. As a result, investment will 
tend to flow into the fields where it 
will be most productive, with the 
result that the total produce avail- 
able for the satisfaction of human 
wants will be materially increased. 
Thus the importance of adequate 
corporate financal reports can 
scarcely be exaggerated. 
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Partially as the result of the tre- 
mendous spread of security holding 
by the public, an important prob- 
lem has arisen in corporate report- 
ing. The problem is that of educat- 
ing- the rank and file of investors 
to an appreciation of the character 


* of balance sheets and income state- 


ments, and especially of their un- 
avoidable limitation. As the habit 
of security holding has spread 
through various classes of the 
general public, more and more 
people have become dependent 
upon and interested in corporate 
reports who do not have a clear 
enough or correct enough idea of 
their nature and limitations. Hence 
the need of education in these 
matters. 

The symmetry and balance of 
the published statements have led 
to a popular impression that the 
figures contained in them are mat- 
ters of final and undisputed fact to 
a greater degree than is warranted 
by circumstances. The impression 
is sometimes held, moreover, that 
these statements, in addition to 
showing the past, can and should 
show what is going to happen to 
the company in the immediate 
future. Neither of these impres- 
sions can be borne out in actual 
practice. 

A business is a living, moving 
thing. In the course of its opera- 
tions it is constantly transforming 
its assets from one stage to an- 


‘other and is constantly gaining or 


losing ‘ground in the process. At 
any one moment many undertak- 
ings are in mid-career; until they 
have been completed no one can 
tell with certainty what will be the 
outcome, but by that time other 
operations will have been launched. 
This is just as true at the date of 
the statements as at any other 
date, hence, to regard every 
amount appearing on these state- 
ments as an indisputable and final 
fact is to attribute to the state- 
ments a greater degree of cer- 
tainty than they can possess. 

This may be made clearer by 
considering the origin ‘of the 
amounts appearing on the balance 
sheet under fixed and current as- 
sets. In an ordinary operating 
business the fixed assets are shown 
in the balance sheet at the cost of 
the property, less stated deprecia- 
tion. The heading of the balance 
sheet, however, containing the 
words “as at December 31” may 
lead a person uninformed of the 
general rule to suppose that the 
amount given opposite the property 
item is its present value, whereas 
no balance sheet that follows the 
accepted conventions of accounting 
attempts to show present values 
for these assets. Indeed, it would, 
in most cases, be impractical and 
expensive to revalue the fixed as- 
sets every year on an appraisal 
basis; besides, such information 
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would not necessarily be signifi- 
cant in the valuation of a going 
concern. Nevertheless, the average 
man in the street cannot see why 
an item of $2,000,000.00 of plant 
assets in a balance sheet is not an 
absolute statement of value, true 
today, tomorrow and next year. To 
him, accounting, it if means any- 
thing definite, means only a mathe- 
matical computation which is 
either right or wrong. If he buys 
a $1,000.00 mortgage bond which, 
according to the balance sheet, is 
backed by $3,000.00 of plant assets, 
he blames the accountant if, some 
years later, he realizes only $300.00 
in liquidation. He believes the 
original statement of asset values 
must have been in error. He can- 
not credit the fact that there are 
different bases for valuation in a 
going business and in a liquidated 
business. 

In order to correct such mis- 
understandings the layman must 
be subjected to a program of edu- 
cation. He must learn that the 
accountant is not an appraiser, but 
that his duty is to report the basis 
of stating the value of assets in 
the balance sheet. He must under- 
stand that a balance sheet is not a 
statement of liquidating values, 
that many factors must be given 
weight in the valuation of securi- 
ties, and that book value is of little 
significance unless considered to- 
gether with the income account. 
As compared with fixed assets, 
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current assets present an entirely 
different problem. Consisting part- 
ly of cash, and usually in much 
larger part of receivables and in- 
ventories intended to be converted 
into cash in the near future, the 
probable cash value of these assets 
is a matter of dominant importance 
from the viewpoint of the credit of 
the company. Consequently, no 
more than this probable value is 
supposed to be shown in the bal- 
ance sheet. Book value, or cost of 
these assets is the starting point 
in considering them, but in so far 
as current market prices or realiz- 
able amounts are less than cost, 
the balance sheet should use these 
lower figures. Judgment is needed, 
then, in arriving at the realizable 
figure for inventories and receiv- 
ables. Thus, it is inevitable that 
the current assets as stated on the 
balance sheet are partly fact and 
partly estimate. 

The necessity for using judg- 
ment in arriving at some items 
appearing in the balance sheet 
should not be considered, however, 
as releasing the company from the 
responsibility for producing state- 
ments which can be used as a 
guide for investors and creditors. 
Although the reader of the state- 
ments must be educated to their 
limitations and to their elements 
of judgment, he is entitled to 
assume that a conscientious exam- 
ination of the accounts has been 
made and that the judgment of a 
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qualified person has been applied to 
them. He is entitled to believe, 
moreover, that the general impres- 
sion conveyed by the statements 
was intended to be conveyed and 
that it is the right impression. 
Furthermore, the reader should be 
able to assume, in the absence of 
notice to the contrary, that the 
generally accepted principles of 
accounting have been adhered to in 
the preparation of the statement. 
Regardless of how conscientiously 
the statements have been prepared, 
however, it will still remain true 
that no reader can fully under- 
stand them who has not informed 
himself of the accounting prin- 
ciples which underlie them. Ac- 
quaintance with these principles, 
then, will lead him to realize what 
dependence he can place upon the 
statements. 


The practical and highly feasible 
measure which should be taken, 
then, in educating the readers of 
financial statements is that every 
company should make available to 
stockholders an authorized sum- 
mary of its accounting principles 
and practices. This measure has 
been suggested by the American 
Institute of Accountants. Since 
the financial statements of a cor- 
poration are seldom really inform- 
ative to the reader who does not 
possess a knowledge of the ac- 
counting policies governing their 
preparation, the lack of informa- 





tion about such policies is one of 
the real deficiencies in corporate 
reporting. A statement of the 
major accounting policies of a cor- 
poration has an importance equal 
to that of the financial statements 
themselves, since neither is com- 
plete without the other. Thus, a 
corporation’s published financial 
statements should be accompanied 
by a concise statement of its major 
accounting policies, such as those 
relating to the annual provision 
for depreciation and depletion, 
valuation of inventories and plant 
properties, amortization of dis- 
count and consolidation of sub- 
sidiaries. These statements of 
accounting principles should be 
sufficiently explicit that any inter- 
ested person could ascertain what 
accounting practices the company 
followed. The adoption of this pro- 
posal “would constitute a long for- 
ward step toward clearing up the 
entire problem of public financial 
reporting.”’ By informing the 
reader of the principles which 
underlie the statements and serve 
as a basis for their figures, he 
would become educated to the real 
nature of the statements and made 
aware of their inherent limitations 
with the result that he would 
realize for himself what depend- 
ence he could place upon the pub- 
lished statements. 


'THE ACCOUNTING REVIEW, September 
1935, p. 205, “Reports to Stockholders,” 
T. H. Sanders. 











‘A TEST FOR COLOUR IN ADVERTISING 


FRED H. BELL 


The Purpose 

To find: 

(a) Whether 4 colour and 2 colour 
advertising is more effective 
than black-and-white for all 
products. 


Whether 4 colour and 2 colour 
advertising is more effective 
than black-and-white for indi- 
vidual products. 


(b) 


(c) A comparison of the extra 
effectiveness with the extra 
cost of colour. 


HIS test will seek to evaluate 
the effectiveness added by 
colour to advertising through in- 
creased attention and _ interest 
value for certain classes of pro- 
ducts. It will compare the in- 
creased effectiveness with the extra 
cost of colour to give an indication 
of the profits which may be ex- 
_ pected to accrue to the use of 
colour in advertising. 
Full colour, when referring to 
the advertisements, will mean four 
colours, namely, red, yellow, blue 





1 Effectiveness refers to attention and 
interest value only. 


and black. Two colours will mean 
black and one additional colour. 


The Material 

Five sets of facsimilies of adver- 
tisements, which have actually 
been used in magazines, were pre- 
pared. Each set was made up of 
three renderings of the same ad- 
vertisement in black-and-white, 
two colours and full colours. Care 
was taken to see that each render- 
ing varied from the other two in 
but one respect, colour. All copy 
was removed and “nonsense” syl- 
lables or grapy spaces substituted. 
The advertised products were 
chosen on the basis of their com- 
mon appeal. All are nationally or, 
at least, well-known. Further, at- 
tention was paid to the conserva- 
tive nature of the advertisements. 
None had outstanding elements, in 
the treatment of the advertise- 
ment, itself, which would have 
given it great advantages over the 
others. The writer feels that the 
variations in which the advertise- 
ments were presented were on an 
equal basis in every respect but 
for the one variable, colour. 

It is understood, however, that 
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the inherent qualities of the adver- 
tised products will bring more 
encouraging results to one set than 
to another. Some products are 
better adapted to the use of colour 
than are others. In recognition of 
this fact,. five sets were selected on 
the following basis: 


(1) Knox Hats 


This advertisement for haber- 
dashery lends itself to the de- 
velopment of atmosphere by 
colour. 


(2) Chrysler 
Here, an automotive product 
is made more attractive by 
the addition of one colour, red. 
When full colour is used the 
beauty of the product is in- 
creased and some atmosphere 
is added. 


(3) Five Roses Flour 


For a food product, in an 
edible state, full colour in- 
creases the appeal to the 
imagination through the sense 
of taste. The use of two col- 
ours seems to-add little be- 
yond greater attention value. 


(4) Campbell’s Soup 
This advertisement was in- 
cluded to find the added effect- 
iveness, if any, that might re- 
sult from the usé of colour in 
recognition of container and 
trade-mark. 
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(5) American Fiction Series 

The writer did not expect that 
colour would increase the ef- 
fectiveness of- this advertise- 
ment .to a marked degree. 
People buy books on a more 
rational basis than they do 
some other products. It is not 
appearance that. sells them. 
Attention value appears to be 
the only factor which should 

- be increased by the use of 
* colour. 


The Jury 


The particular jury used for the 
test was made up of four groups 
—ten males, five males, five males 
and ten females.. They were gen- 
eral groups, not being interested 
in the products which were dis- 
played. As said before, an interest- 
ed audience is unnecessary where 
appeals have been eliminated. 


Method 
‘This test uses the Paired Com- 
parison Method of testing. The 
reaction towards pairs of speci- 
mens, and a statement as to which 
is preferred, are sought. Each 
specimen has to be compared with 
each other specimen. The number 
of comparisons required is found 
from the formula 
n(n-l) —2 
n—the number of objects. 
The final ranking is determined 





1 Psychology in Advertising—Poffenber- 
ger—p. 124. 








148 


from the total number of times 
each specimen was preferred over 
any other specimen. 

For this particular test fifteen 
specimens were used. The number 
of comparisons, therefore, was 
(15 « 14) — 2 = 105 comparisons 

Barrett found that the coeffi- 
cients of correlations for this 
method were about —.98. The 
method takes considerable time in 
administering and in calculating 
the order. It is recommended for 
colour tests. 


A detailed description of the 
tests follows: 


The pairs of specimens were 
shown to all the judges. On each 
showing the judges were requested 
to register their choice by filling in 
the number of the chosen specimen 
in the proper square. After the 
comparisons were made, the num- 
bers were added horizontally and 
vertically and scored at the bottom 
in their respective column. 

A total of the votes for each 
specimen was on all records and 
was transferred to another analysis 
sheet. From this latter sheet the 
ranking was made. 

A further computation was 
found necessary to put the figures 
on such a basis that they could be 
compared with costs. An average 
was taken of the figures and the 
deviation of the individual totals 
from the average was registered 
in positive readings. 
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'The formula (d = deviations, 
N = number of specimens) was 
employed to find the Standard of 
Deviation. This latter figure was 
divided into the actual deviation 
figures for each specimen to find 
the comparative rankings as shown 
in column 2, table I. 

The correlation of the findings 
for men and women was very 
satisfactory. Using *Spearman’s 
Rho Rank Position Method, to- 
talling the differences in deviation 
between the male and female 
groups for each specimen, and 





applying the formula 1 — Fe 
it was found to be — .85. 
Table I. 


Standing of Advertisements in Standard 
Deviations 
2 


‘ Parts of — 
Advertisement Standard Base—Units 
No. Deviation as in 2 
8 — 1.88 0 
6 —1.12 76 
4 — 1.09 .79 
15 — 81 1.07 
11 — .67 1.21 
7 — .61 1.27 
13 — .26 1.62 
1 — 0 1.88 
9 — .28 2.16 
10 — .48 2.36 
14 — .72 2.60 
3 — .89 2.77 
2 — 1.16 3.04 
12 — 1.23 3.11 
5 — 1.71 3.59 





1 Statistics in Psychology and Education 
—Henry E. Carrett. 

* Statistical Methods—T. L. Kelley—pp. 
191-194. 
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Findings 

1(a) For the percent increase of 
effectiveness of the other varia- 
tions in terms of black and white 
for all products. 

When the comparative rankings 
were found, the scale was altered. 
Instead of reading from the left 
and right of the standard which 
was taken as 0, the lowest score 
was chosen as 0 and all other read- 
ings’ were adjusted to read in 
terms of the latter as shown in 
column 3, table I. Finally, the 
three groups were separated and 
their averages taken. The per- 
centage effectiveness was found by 
comparing these averages to that 
for the black and white advertise- 
ments. 

The average reading for all 
black and white advertisements, 
numbers 11, 10, 2, 12 and 5, was 
.87 units. 

The average reading for all 2- 
colour advertisements, numbers 15, 
7, 9, 14 and 3, was 1.97 units. 


The average reading for all 4- 
colour advertisements, numbers 8, 
6, 4, 11 and 13, was 2.75 units. 

The percentages in terms of 
black and white are 

4 colours — 25 — 316% 

2 colours = 1.97 — 296% 

87 

Black and white = a = 100% 

‘(b) For the percent increase 
in effectiveness of all other varia- 





1 Effectiveness refers to attention and 
interest value only. 
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tions in terms of black and white 
for each product. 

The figures for the comparative 
rankings as found in column 2, 
table I were used. The number of 
degrees increase both positive and 
negative for each of the variations 
was considered in its relation to 
those for black and white. 


Hats 
4 colour. = i! = 758% 
2 
2 colour = 1.15 = 442% 
.26 
Black and — .26 — 100% 
white .26 
Cars 
4 colour = 1.83 ~ 270% 
.67 
2 colour. = . = 207% 
6 
Black and = .67 — 100% 
white .67 
Flour 
4 colour = 4.24 — 226% 
1.88 
2 colour = 2.95 — 157% 
1.88 
Black and — 1.88 — 100% 
white 1.88 
Soups 
4 colour = 2.35 — 210% 
1.12 
2 colour = 1.40 — 125% 
1.12 
Black and — 1.12 — 100% 
white 1.12 
Books 


4 colour. = = 200% 


2.18 
1.09 

2 colour = 1.57 — 144% 
1.09 

Black and — 1.09 — 100% 


white 1.09 
(c) The cost of black and white, 
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2-colour and 4-colour advertising 
follows: 


1Chatelaine 

Black and white=1 page—$1090—100% 
2 colour =1 page— 1090— 

4 colour =1 page— 1525—140% 


Canadian Home Journal 

Black and white=1 page—$1090—100% 
2 colour =1 page— 1315—120% 
4 colour =1 page— 1525—140% 


MacLean’s Magazine 

Black and white=1 page—$1200—100% 
2 colour =1 page— 1450—120% 
4 colour =1 page— 1700—140% 


National Home Monthly 
Black and white=1 page—$1050—100% 
2 colour =1 page— 1250—120% 
4 colour =1 page— 1450—140% 
These four representative Cana- 
dian magazines show that the in- 
creased cost for 2 colours is 20% 
and for full colour or 4 is 40%. 


Conclusions 

Since the correlation between 
the finding for men and for women 
was so high, it can be concluded 
that there is a very little differ- 
ence in the effectiveness of col- 
oured advertising between these 
two groups. 

For all the products tested, there 
was an advantage of 126% for 
2-colour advertisements. The cost 
increase is’ 20%. The margin of 
profit is, therefore, 106%. 

There was an advantage of 
216% for 4-colour advertisements. 
The cost increase is 40%. The 
margin of profit is 176%. 





1 Advertising—March, 1937. 
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A general conclusion for this 
part of the study is that the use of 
full colour is more advantageous 
by 70% than that of 2 colours. 
And, the use of 2 colours is 106% 
more effective than that of black 
and white. 


Hats 

For separate products, the use 
of 2 colours for the hat advertise- 
ment showed an advantage of 
442%. The cost increase is 20%. 
The margin of profit is, therefore, 
422%. 

The use of 4 colours showed an 
advantage of 758%. The cost in- 
crease is 40%. The margin of 
profit is 718%. 


Cars 

The use of 2 colours for the car 
advertisement showed an advan- 
tage of 107%. The cost increase 
was 20%. The margin of profit 
was 87%. 

For a 4-colour advertisement, 
the advantage was 170%. The 
cost increased 40%. The margin 
of profit was 130%. 


Flour 

In the 2-colour advertisement, 
the advantage increased 57%. The 
cost increased 20%. The margin 
of profit was only 37%. 

For the 4-colour advertisement, 
the advantage increased 126%. 
The cost increased 40%. The mar- 
gin of profit was 86%. 











Soups 

For 2 colours, the advantage 
was 25%. The cost increase was 
20%. The margin of profit was 
reduced to 5%. 

For 4 colours, the advantage 
was 110%. The cost increase was 
40%. The profit, therefore, was 
70%. 


Books 


For 2 colours there was an ad- 
vantage of 44%. The cost was 
increased 20%. The margin of 
profit was 24%. 

For 4 colours there was an ad- 
vantage of 100%. The cost in- 
crease was 40%. The profit was 
60%. 
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It may be concluded that there 
is a wide difference in the value 
received from coloured advertise- 
ments, depending on the qualities 
of the advertised product. This 
value, beyond the extra cost, varies 
from 60% to 718% for full colour 
advertisement and from 5% to 
422% for 2 colour advertisements. 

For each of the advertisements 
tested, however, some advantage 
was shown with the use of colour. 
It may be concluded, therefore, 
that the use of colour can be de- 
pended upon to show some profits, 
though the amount cannot be 
definitely established. It depends 
upor other qualities, for example, 
those inherent in the advertised 
article. 

















